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An introduction to reinsurance 


Foreword 


To the reader, 


M any authors have written a great many works on reinsurance, and Swiss 
Re's publication of An introduction to rdnsurance is adding yet another title 
to this long list. You may justifiably ask, “Do we really need this brochure?” 
We believe that the answer is yes- and for good reason. 


To our way of thinking, introductions to reinsurance are either too rudimen- 
tary or too comprehensive: the first do not provide the examples necessary 
for a clear understanding of the subject, while the second go too much into 
detail, and are addressed to readers already familiar with the reinsurance 
basics or who have easy access to more specialized literature. 


This publication is meant to be different. An introduction to reinsurance is 
designed as a training text: it limits itself to the basics of reinsurance, and 
explains them in an understandable way. Compiled from diverse sources and 
enriched with examples and illustrations, it also says a good deal about the 
way Swiss Re does business. 


And because our environment is dynamic and rapidly changing, we have not 
written An introduction to reinsurance as a definitive work, one for all time, 
but as one that we will expand and - when necessary - update as the situation 
demands. 


Product M anagement 
K nowledge Transfer 


1. 
The history of insurance and reinsurance 


Striving for security, making provisions 


M an’s desire for security, his wish to provide against future uncertainty, is as 
old as the human race itself. At first, he could only try to satisfy this need by 
helping himself; later, he found support in the family, the clan, the guilds. 

It is this idea- the notion of community, of “one for all and all for one’ that 
is very basic to insurance. In a world where labor is increasingly specialized 
and value is increasingly concentrated, insurance has grown steadily in 
importance, 


Once, Henry Ford | heard a visitor to N ew York express wonder at the sight 
of the magnificent city with its soaring buildings. Ford's reply fittingly 
characterized the significance of insurance in our modern world: “This has 
only been made possible by the insurers,” he said. “T hey are the ones who 
really built this city. With no insurance, there would be no skyscrapers. No 
investor would finance buildings that one cigarette butt could burn to the 
ground.” 


The origins of insurance 


It isin marine commerce that we first find the idea both of direct insurance 
and of reinsurance. Yet while we have evidence of transport cover going back 
to before the Christian era, the oldest known contract with reinsurance 
characteristics was concluded much later: in the year 1370, in Genoa. 


Economic uptum favored development 


As trade expanded in the late M iddle Ages and the economy flourished - 
especially in the Italian city-states, Flanders and the cities of the H anseatic 
League- a true commercial insurance business grew up. Insurers of the 
period worked without statistics, rates, or calculations of probability, relying 
solely on their personal assessment of the risks!. Thus, when news of a loss 
came through, many an insurer had to ask himself fearfully whether he had 
taken on too much risk. To protect himself against such situations, he soon 
learned to transfer part or all of the risk to another insurer willing to accept 
it by way of reinsurance. 


Besides reinsurance which at that time covered only individual risks (see 
“Facultative reinsurance” in Chap. 8), the period’s other main risk-sharing 
instrument was co-insurance2. As an English law of 1746 virtually prohibited 
reinsurance, direct insurers had to band together into syndicates if they were 
to cover risks beyond their individual financial means. T hus the law 
unintentionally strengthened Lloyd’s of London, the world’s most famous 
insurance institution (see Chap. 5). 


The first insurance companies 


After marine insurance, the first great step in the history of the insurance 
industry, came the second: insurance against fire hazards. For example, after a 
number of serious fires struck H amburg between 1672 and 1676, the Ham- 
burgische Feuerkasse (H amburg Fire Fund) was set up: today, this is the 
world’s oldest existing insurance company. 


In 1706, the founding of the Amicable or Perpetual Assurance in London finally 
marked the breakthrough of actuarial science as a means of assessing risks and 
setting rates. 


Other foundation stones of the modern insurance industry were laid during 
the nineteenth century: this age witnessed the founding of numerous insu- 
rance companies still in business today. Innovations included the rise of a 
modern form of reinsurance aimed at balancing portfolios on an inter- 
national level; the addition of new classes of insurance to the industry; and 
the creation of social insurance plans. 


Insurance's rapid evolution in the last century can only be explained in the 
context of economic development: the transformation of technology, the 
remodeling of society, the change in ways of thinking. Within a few decades, 
an entirely new, rational world-view took hold: it tore man away from his 
relative immaturity and forced him to adopt an independent, responsible 
attitude to life and the world around him. T he increased need for security 
which this new age brought with it was the origin of the insurance business 
as we know it today. 


From the individual risk to the portfolio 


Reinsurance, too, in its modern form, was the product of these events. As 
industrialization produced concentrations of value, insurance companies 
demand for reinsurance cover boomed. Treaty reinsurance, which provided 
cover for portfolios (groups of risks), took its place beside the single-risk, 
facultative form of reinsurance customary until that time. Treaties, which are 
still in use today, are discussed under “O bligatory reinsurance” (C hap. 8). 


Another catastrophic fire in H amburg in 1842 gave the immediate impulse 
for the founding of Cologne Reinsurance C ompany, the first professional 
reinsurance company.3 T he reserves of the locally-based H amburg Fire Fund, 
only 500,000 marks, had not been nearly sufficient to cover the loss of 

18 million marks. T hus, as a result of this event, insurers finally addressed the 
need to distribute entire portfolios of policies among several risk carriers (see 
Chap. 4). 


Professional reinsurers 


Though at first it was mainly the financially stronger direct insurers who 
engaged in reinsurance, the Cologne Reinsurance Company was the pre 
decessor of a long line of professional reinsurance companies founded soon 
after. Among these were: 


- Aachen Rein 1853; 

- Frankfurt Re in 1857; 

- Swiss Reinsurance Company in 1863; and 
- Munich Reinsurance Company in 1880. 


The founding of such professional companies specializing in reinsurance 
was of great importance for insurance operations and the further develop- 
ment of the industry. Under the co-insurance arrangement used until then, 
participation on the same policy by several insurers meant that each had 
knowledge of the others underwriting, a situation that encouraged unfair 
competitive practices: the reinsurer eliminated this disadvantage. In addition, 
specialization allowed new forms of reinsurance to develop, while the globe 
spanning activity of the reinsurers not only permitted risks to be spread more 
effectively, but also provided international experience. T his has improved the 
protection offered by reinsurance, and contributed indirectly to improving 
the conditions which reinsurers are able to offer their clients. 


The insurance industry reaches maturity 


The twentieth century, too, has been characterized by a wave of new rein- 
surance companies founded in numerous countries. In addition, the direct 
insurers have intensified their reinsurance activities. Today, Standard & Poor's 
lists approximately 135 professional reinsurers worldwide, as well as around 
2000 direct insurers that also write reinsurance business. 


The great number of direct insurers and reinsurers is proof that the insurance 
industry's prime, which began with the full flowering of the industrial revo- 
lution in the last century, is far from over. Today, however, at the end of the 
twentieth century, the European insurance industry in particular finds itself 
confronted with a new development. Liberalization as a result of the 
European single market is bringing about the disappearance of the strictly 
supervised, nationally regulated system which has existed for generations. 
Today, deregulation of the insurance business is leading to more intensive 
competition. 


The basis of modem insurance: 
the law of large numbers 


To set premium rates, insurers must be able to predict future losses. H ow- 
ever, it is impossible to predict the exact moment fate will strike any one 
individual, or the extent of the loss that this blow will cause. T hus insurers 
consider large groups of their clients under the assumption that each is 
exposed to the same types of risk, and that each loss is a separate event. 


In such cases, the larger the group, the closer the average loss will approach 
a definite value. This is the result described by the law of large numbers, 
discovered by Jakob Bernoulli around 1700. 


Thanks to this law, an insurer can predict the total annual loss to be expected 
for the group much more accurately than for any one individual. T he pro- 
jected losses are then distributed among those insured, thereby determining 
the premium. 


Today, insurers make extensive use of statistics to calculate the expected losses 
and distribute them over the individual premiums. Statistics are always based 
on the past, but the laws of probability make it possible to apply these data 
to the present and to predict future trends. Though the theory of probability 
is highly developed, there may be differences between prediction and reality: 
this is Known as underwriting (or actuarial) risk (see Chap. 4). This is why 
reinsurance is needed. 


Example 

No one can know beforehand when a particular individual will die. H owever, 
based on experience and observation, we can predict with fair accuracy how 
many female (or male) newborns will attain the age of 20 years, for example, 
or 50 years, or 60 years. 


2. 
The history of Swiss Re (SR) 


From 1863 to World War I: the pioneering age 


Like the H amburg fire of 1842, the 1861 fire in Glarus, Switzerland made 
painfully clear that the reserves normally set aside by insurance companies 
were inadequate for such catastrophes. To better prepare for such risks, the 

H elvetia G eneral Insurance Company in St.Gall, Credit Suisse of Zurich and 
the Basle Commercial Bank founded the Swiss Reinsurance Company in 
Zurich in 1863. T he bylaws, approved by the Governing Council of the 
Canton of Zurich, bear the signature of the Swiss poet Gottfried Keller, the 
canton’s First Secretary at the time. 


Although Swiss Re concluded treaties with foreign ceding companies as early 
as 1864, it proved difficult to gain a firm foothold abroad. It was not until 
the devastating San Francisco earthquake and fire of 1906, which brought the 
company a gross loss of 8.4 million Swiss francs (50% of total annual fire 
premiums), that Swiss Re's prompt, accommodating settlement of claims 
brought it a worldwide reputation. T he result was a commensurate increase 
in business: Swiss Re established its first branch office in N ew York in 1910. 


Between the wars: a period of expansion 


Swiss Re's initial wave of expansion into the US and Great Britain was 
followed by a second during the 1920s which concentrated on continental 
Europe. At this time, Swiss Re acquired an interest in a total of 31 direct 
insurers and reinsurers in 11 countries, predominantly in Germany. D espite 
the collapse of currency (1919-1924) and Black Friday on the N ew York 
Stock Exchange (1929), Swiss Re remained a solvent and reliable company. 
The global economic crisis triggered by the 1929 Wall Street Crash did leave 
its mark on Swiss Res results, however, and huge losses had to be overcome. 
Nevertheless, between the wars, Swiss Re succeeded in becoming the world’s 
leading reinsurer. 


After World War II: consolidation and adjustment 
to the new world order 


During World War II, wartime economic measures and Swiss neutrality 
enabled Swiss Re to maintain most of its worldwide business relations. H ow- 
ever, the post-war years brought sweeping changes. Although it was possible 
to establish new subsidiaries and branch offices in various Western nations, 
Swiss Re's strong position in eastern Europe was lost when states of the 
newly-formed Soviet bloc nationalized their assets. Also, the decolonization 
of Africa and Asia made it necessary to adjust to completely new market 
structures. T he economic boom that began in the 1960s placed considerable 
demands on the company’s flexibility and innovative capacity. Swiss Re met 
the new challenges in a number of ways, notably the foundation of the Swiss 
Insurance Training Centre (SIT C), originally for the training of insurance 
specialists from third-world countries. To help it adapt to the new situation, 
Swiss Re also made various changes in its organizational structure, such as 
setting up its market-oriented departments in 1964 and adopting a triadic 
organization (market/product/technical) in 1973. A larger-scale reorganization 
took place in 1989 with the aim of combining the technical and marketing 
departments; and in 1992, the company was given a new management 
concept. Reinsurance training was also modified at this time to reflect 
changed conditions: modular courses for reinsurance specialists replaced the 
prior curriculum, so that new employees could be prepared selectively and 
efficiently for their specific duties. 


Business growth and the steadily increasing number of staff (from 208 
employees in 1910 to 480 in 1960, 1315 in 1990, and 1800 by 1995) made it 
necessary to build or buy new premises: the N ew Building in 1969; the Escher 
and Lavater Buildings, purchased in 1972; the“M ythenschloss,” occupied in 
1986. Beginning in 1992, departments were relocated to the G otthardstrasse, 
to Sood/Adliswil, and to the Bederstrasse. 


In 1984, a new corporate strategy was drawn up to create a more diversified 
range of reinsurance products that included supplementary services as well as 
the core business of reinsurance cover. At this time, Swiss Re was able to 
consolidate its position as the world’s second largest reinsurance company. 


From 1992: a “universal insurance group” 


In 1989, with the sale of service companies having little or no connection 
with insurance, Swiss Re began once more to concentrate on the insurance 
business proper. T his orientation was strengthened in 1992, when new 
strategic objectives were set out with the aim of transforming the company 
into a“universal insurance group.” According to this strategy, Swiss Re 
regarded itself as a group “operating mainly in the reinsurance and direct 
insurance sectors, complemented by activities in the related areas of risk 
management and claims handling.” To that end, on January 1, 1993, company 
management was divided between two independent bodies: a“Group M anage- 
ment” and the “Executive Board of Swiss Re, Zurich (SR O perations).” 


1994 onwards: concentration on the core business 


At the end of September 1994, Swiss Re shareholders were informed of the 
sale of its direct insurance companies in Switzerland, Germany, Italy and 
Spain. T he media received the following press release (excerpt): 


Strategic Reorientation: Expansion of Reinsurance Business and Disinvestment in 
Direct Insurance Sector. 


The Swiss Re Group has begun its new strategic reorientation. In order to 
further strengthen an already excellent position in all reinsurance markets 
and to fully exploit the considerable opportunities that these markets provide, 
Swiss Re Group will in the future concentrate on its core business - rein- 
surance - as well as related services... Swiss Re has thus decided to sell its 
majority holdings in European direct insurance companies... The substantial 
funds derived from these sales will be used to reinforce the company’s capital 
base, thus allowing the coherent expansion of its reinsurance business... 
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3. 
A definition of reinsurance 


“Reinsurance is insurance for insurance companies.” 


M ore precisely, “Reinsurance is the transfer of part of the hazards or risks that 
a direct insurer assumes by way of insurance contract or legal provision on 
behalf of an insured, to a second insurance carrier, the reinsurer, who has no 
direct contractual relationship with the insured.” 

(Definition according to M.Grossmann, Reinsurance- An Introduction.) 


Why is there a need for reinsurance? 
M ainly, a direct insurer needs reinsurance so as: 


- to limit (as much as possible) annual fluctuations in the losses he must 
bear on his own account; and 


Policyholders 


- to be protected in case of catastrophe. 


Direct insurer Reinsurer 
Policies takes on takes on 
hazards and hazards and 
risks from the risks from the 
policyholders direct insurer 
De eee CO elO'®) GOSIoe 
Ge ee Ceo Go O©@ 
OCs ———a COCS® ae OO 
OOo COIo® OO: © 
VOCo© CeoCe® QCOOOo 


Transfer of risk to 
the direct insurer 
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Transfer of risk to 
the reinsurer 


4. 
The nature and function of reinsurance 


4.1 The basic function of reinsurance 


Reinsurance is therefore insurance for insurers. Reinsurance allows direct 
insurers to free themselves from the part of a risk that exceeds their under- 
writing capacity, or risks which, for one reason or another, they do not 
wish to bear alone. Since a reinsurer’s clients and business associates are 
insurance companies or other reinsurers, reinsurance companies in the past 
had almost no contact with the public. By operating largely from this 
“concealed position,” reinsurance acquired the aura of an arcane science. If 
the public at large showed an interest in the function and problems of rein- 
surance, it was usually because a reinsurance company was in difficulty, or 
because it had to pay alarge claim in the wake of a natural disaster. T his has 
changed: today, reinsurance companies, too, participate in the public 
dialogue. 


Individual risks and portfolios 


Direct insurers find relief from particularly large individual risks by ceding 
them individually in the form of facultative reinsurance (see Chap.9). H ow- 
ever, entire portfolios containing all a direct insurer’s fire, motor or marine 
insurance policies, for example, are also the object of reinsurance. T hese 
insurance portfolios are covered by blanket agreements, so-called obligatory 
reinsurance treaties (see Chap.8 - 9). 


Balanced portfolios 


Insurance portfolios can be structured very differently. To be considered 
homogeneous (or “balanced”), an insurance portfolio should include many 
similar and equivalent risks. In this way, losses can be balanced collectively, 
meaning that the direct insurer will need little or no reinsurance. T he motor 
insurance portfolio of a large direct insurer comes closest to this ideal. If such 
a portfolio includes enough individual risks (200,000 automobiles, for 
example) the law of large numbers should apply, meaning that the loss (or 
claims) ratio - the ratio of losses to premiums- should fluctuate only 
minimally from year to year (see “T he law of large numbers,” Chap. 1). 


Yet even a homogeneous insurance portfolio is subject to unexpected devia- 


tions in claims experience due to the risk of random fluctuation4 and the risk 
of change5, which is why it is advisable to reinsure these portfolios as well. 
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Unbalanced portfolios 


Examples of portfolios with extremely poor balance are, above all, nuclear 
power and aviation insurance covers. H ere, a huge exposure arises from a 
relatively small number of objects insured, through an accumulation of sums 
insured under property, hull, liability and accident coverage. Such risks cannot 
possibly be carried by a single insurance company, and indeed, cannot even 
be reinsured effectively at all in some cases. It has become necessary to set up 
national poolsé which retain part of the exposure for national insurance com- 
panies, passing on the larger share to foreign pools. 


T he above examples of well-balanced and poorly-balanced portfolios are 
extremes. Between them lie fire, accident, liability, marine and life insurance 
portfolios with normal reinsurance needs, though these needs may vary from 
case to case. 


How much reinsurance is necessary? 


T he question of just how much reinsurance to buy is a matter of judgement: 
every direct insurer must arrive at an answer as part of his entrepreneurial 
decision-making. H is final decision will depend on factors such as willingness 
to take on risk, his company’s financial strength, and market practice. H ow- 
ever, there is no absolute security against bankruptcy. Reinsurance is merely 
an instrument that can help a company reduce its probability of ruin. 
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4.2 How reinsurance affects the direct insurer 


The reinsurer enhances in many ways the value of the services a direct insurer 
provides to his clients. 


- The reinsurer reduces the probability of the direct insurer's ruin by 
assuming his catastrophe risks. 

- He stabilizes the direct insurer’s balance sheet by taking on a part of his 

risk of random fluctuation, risk of change, and risk of error. 

H eimproves the balance of the direct insurer's portfolio by covering large 

sums insured and highly exposed risks. 

H e enlarges the direct insurer’s underwriting capacity? by accepting a 

proportional share of the risks and by providing part of the necessary 

reserves. 

- Heincreases the amount of capital effectively available to the direct insurer 

by freeing equity that was tied up to cover risks. 

H e enhances the effectiveness of the direct insurer's operations by 

providing many kinds of services, for example, by 


compiling and presenting underwriting data from sources around the 
world; 

assessing and evaluating special risks; 

offering consultation in loss prevention; 

providing loss adjustment support; 

performing actuarial work; 

training members of the ceding company's staff; 

helping ceding companies to invest their capital, to recruit managerial 
staff, find cooperation partners, arrange mergers, etc. 
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4.3 How reinsurance benefits the direct insurer 


The direct insurer's goals 
T he direct insurer uses reinsurance to pursue a variety of goals. 


- Through facultative reinsurance (see Chap.8 & 9), he: 

* reduces his commitments for large individual risks such as car factories 
and large department stores; 

* protects himself against large liability exposures, the extent of which 
cannot be properly estimated before losses occur, as in the case of 
products liability for pharmaceuticals. 

- Through non-proportional treaty reinsurance (see Chap.9, especially 9.2), 
he: 

* receives cover for catastrophe risks such as hail, windstorm, earthquake 
and flood, as well as large road, aviation and marine accidents. 

- Through proportional treaty reinsurance (see Chap.9, especially 9.1), he: 

* finds protection against major deviations in the loss experience of entire 
portfolios (risk of random fluctuation, for example, or risk of change 
due to economic cycles, or new laws and regulations, or social change). 

- Through financial reinsurance, he: 

* procures cover for difficult-to-insure or marginally insurable individual 
risks or portfolios in order to guarantee liquidity and income. The 
majority of claims incurred are balanced on a medium to long-term basis 
by the direct insurer and reinsurer operating in tandem (and not within 
a single year by a collective pool of many direct insurers). 


Consequences for the reinsurer 


M ainly, therefore, the reinsurer is offered highly exposed risks, catastrophe 
risks and other severe or hazardous business. It is the reinsurance company’s 
task to come as close as possible to the client’s wishes in providing cover, 
while at the same time structuring and safeguarding its own reinsurance 
portfolio to achieve a technical balance, not to mention making a profit. 


T he reinsurer thus seeks to balance his portfolio by spreading his activities 
over many countries (geographical distribution) and throughout all branches 
of the insurance business. 


H e keeps his probability of ruin low through: 

- exposure and accumulation control’ together with a suitable acceptance 

and underwriting policy; 

maintaining long-term client relationships, to achieve compensation in 

time; 

- underwriting, when possible, the more balanced portions of the direct 
insurer’s business (eg motor third-party and personal third-party liability, 
house contents and plate glass insurance), 

- further reinsuring (retroceding) those risks which exceed his own capacity 
(see Chap. 7). 
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5. 
Who offers reinsurance? 


The top four reinsurers have a market share amounting to 39% of the rein- 
surance business. T he syndicates that have banded together in London’s 
“Corporation of Lloyd's,” with its more than three centuries of history, operate 
both in the direct insurance and reinsurance markets. H ere, reinsurance covers 
are bought on an exchange system similar to a stock market. Lloyd’s has 
established a particular reoutation for marine insurance and the coverage of 
unusual risks. For special types of risk, such as aviation or nuclear energy, 
insurance pools have been created. T hese are mainly designed to balance risks 
at the national level, and attempt to secure international cover for themselves 
with reinsurers or foreign pools. 


In addition to the professional reinsurers, a number of large direct insurance 
companies write reinsurance business, either through their own reinsurance 
departments or through reinsurance subsidiaries. 


Reinsurance brokers act as intermediaries in providing direct insurers with 
reinsurance cover. T hey play an especially significant role in the Anglo- 
American regions of the world. 


Swiss Re works together with all these institutions and companies, though in 
some ways it also competes with them. 
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6. 
Who are the largest reinsurers? 


T he following table presents an overview of the world’s ten largest 
reinsurance companies, listed in order of net premium volume?0, 


From 1984 to 1994, the market share of the four largest reinsurers increased 
from 22% to 39%. 


In 1994, reinsurance markets generated a gross premium volume of about 
$94 billion. 


Standard & Poor's rankings of the world’s ten largest reinsurance 


companies” 

Technical 
Net premiums reserves?2/ Combined 
Company Country inUS $ millions Retrocession net premiums Ratio 
1 Munich Re D 10’437,4 11,4% 262,8% 103,6% 
2 Swiss Re CH 5’100,0 4,8% 214,6% 132,3% 
3 General Re US 2'374,6 19,3% 289,9% 101,6% 
4 Cologne Re D 2'058,0 18,5% 193,6% 99,8% 
5 Gerling Globale Re D 1'977,3 20,5% 214,2% 107,3% 
6 Employers Re US 1'892,8 13,2% 262,1% 103,9% 
7 Hannover Re D 1' 741,5 23,3% 215,6% 96,5% 
8 Frankona Re D 1'699,4 19,0% 184,1% 100,9% 
9 American Re US 1'536,2 20,1% 205,4% 103,8% 
10 Mercantile & General Re UK 1'514,7 409,5% 120,4% 
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7. 
From policyholder to retrocession 


Risk sharing with reinsurance: a schematic diagram 


Policyholders 


Direct insurer 
The direct insurer accepts the risk, for which he is fully liable to the 
policyholder. 


Reinsurer 
The reinsurer is a company which accepts a share of the risk, for which heis 
liable to the direct insurer. 


Retrocessionaire 
The retrocessionaire accepts a share of the risk, for which he is liable to the 
reinsurer. 


Risk 


a 


7] — 7] — BH — 1 


100% 100% 


w fon) 
3 | | S | 
x oS 
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100% 


Risk sharing 


One policy =one risk 


Several policies 
=one portfolio 


Several cessions 
(treaties) 
=one portfolio 


Several retrocessions 
(retrocession treaties) 
=one portfolio 
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Basic forms of reinsurance 


Facultative reinsurance 
- Facultative reinsurance is reinsurance for individual risks. 


In this, the oldest form of reinsurance, the direct insurer is free to choose 
which particular, individual risks he wants to reinsure; and the reinsurer, for 
his part, is free either to accept or refuse any risk offered to him: hence the 
term facultative. A direct insurer who elects to reinsure a risk facultatively 
must present the reinsurer with a precisely defined offer containing all 
pertinent information on the risk in question. The reinsurer, after detailed 
examination, will decide whether or not to accept it. 


A direct insurer turns to facultative reinsurance in two cases: when he is left 
with a sum remaining to be insured after both his retention#4 and his obli- 
gatory reinsurance capacity (see below) are exhausted; or when a policy 
contains risks that are excluded from his obligatory reinsurance cover. 


With proportional reinsurance, the direct insurer must offer a risk for which 
he requires facultative cover on the same terms and for the same premium 
that he himself received from the policyholder (original conditions): the 
terms and conditions finally agreed upon may deviate from these original 
conditions, however. T his clearly demonstrates that though the reinsurance 
contract is entirely independent of the contract between the policyholder and 
the direct insurer, the conditions largely correspond unless agreed otherwise. 
Between the policyholder and the reinsurer, there is no contractual relation- 
ship of any kind, and there is thus no mutual legal obligation between them. 
Facultative reinsurance agreements may be either proportional or non- 
proportional in form (see Chap. 9). 


Obligatory reinsurance 


- Obligatory reinsurance is treaty reinsurance for entire portfolios: automatic 
reinsurance, 


In obligatory reinsurance, the direct insurer is obliged to cede to the reinsurer 
a contractually agreed share of the risks defined in the reinsurance treaty; the 
reinsurer is obliged to accept that share: hence the term obligatory. 


The reinsurer cannot therefore refuse to provide insurance protection for an 
individual risk falling within the scope of the treaty, nor may the direct 
insurer decide not to cede such a risk to the reinsurer. As arule, obligatory 
reinsurance treaties are terminable on an annual basis. 
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Basic types of reinsurance: 
proportional and non-proportional 


Both forms of reinsurance (facultative and obligatory) may be either 
proportional or non-proportional in type. This chapter will briefly survey the 
two types, then proceed to a more detailed consideration of the reinsurance 
contracts that are typical for each. 


Proportional reinsurance 


In all varieties of proportional reinsurance, the direct insurer and the 
reinsurer divide premiums and losses between them at a contractually defined 
ratio. According to the type of treaty, this ratio may be identical for all risks 
covered in the contract (quota share reinsurance), or it may vary from risk to 
risk (all other proportional reinsurance types). In all cases, however, the 
reinsurer’s share of the premiums is directly proportional to his obligation to 
pay any losses. For instance, if the reinsurer accepts 90% of a particular risk 
and the direct insurer retains 10%, the premium is apportioned at a ratio of 
90:10. 


Another factor also plays an important role in determining the price of 
reinsurance: the reinsurance commission. Originally, the commission was 
intended to compensate the direct insurer for his agents commissions, 
internal administration expenditures and loss adjustment costs. (Expert 
witness and trial costs are excluded.15) 


H owever, in today’s highly competitive direct insurance environment, the 
original premium rate dictated by the market is often insufficient: after the 
direct insurer deducts his operating costs, the remaining original premium is 
less than the total losses incurred. M ore and more reinsurers are thus 
adopting the procedure of returning to the direct insurer only that part of the 
original premium that was not paid out for losses. Therefore, the reinsurance 
commission is increasingly defined by commercial considerations rather than 
the direct insurer's actual operating costs. Usually, this commission is 
contractually defined as a percentage of the original premium. 


Example 

A direct insurer expects losses of 60 million, operating costs of 30 million and 
a profit of 10 million from a portfolio. T he required original prenium would 
therefore be 100 million. H e cedes 25% (his quota share) to a reinsurer: the 
reinsurer then receives 25% of the original premium, or 25 million. Of this, 
he must pay 15 million (that is, 25% of 60 million) in losses. He, too, expects 
a profit of 10% on his premium volume of 25 million, or 2.5 million; the 
remainder, 7.5 million in this example (25 million original prenium, minus 15 
million loss, minus 2.5 million profit) is returned to the direct insurer as his 
commission. T his fully defrays the direct insurer’s operating costs. 

Assume, however, that heavy competition forces the direct insurer to reduce 
his original prenium by 20% (to 80 million). T he quota share reinsurer’s 
usual 25% would be only 20 million in this case. H is losses, though, would 
remain the same, at 15 million; and, as he would still like to realize his 
expected profit of 2.5 million, only 2.5 million would remain as the 
commission. T hus the direct insurer would absorb the entire discount of 20 
million which he granted to the policyholders in order to secure the business. 
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Non-proportional reinsurance 


In non-proportional reinsurance, there is no set, pre-determined ratio for 
dividing premiums and losses between the direct insurer and the reinsurer. 
Losses are apportioned according to the actual amount of loss incurred. The 
treaty defines an amount up to which the direct insurer will pay all losses: the 
deductible (other terms used include net retention, excess point, and priority). 
For his part, the reinsurer obliges himself to pay all losses above the deductible 
amount and not exceeding a contractually defined cover limit. 


As the price for this cover, the reinsurer demands a suitable portion of the 
original premium. In defining (rating) this price, the reinsurer considers the 
loss experience of past years (experience rating) as well as the losses to be 
expected from that type and composition of risk (exposure rating). 


Thus, the reinsurance agreement only obliges the reinsurer to pay when the 


reinsured portfolio or risk incurs an actual loss which exceeds the deductible 
amount. 
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9.1 Proportional reinsurance 


Quota share reinsurance 


In quota share reinsurance, the reinsurer assumes an agreed-upon, fixed 
percentage (quota) of all the insurance policies written by a direct insurer 
within the particular branch or branches defined in the treaty. This quota 
determines how liability, premiums and losses are distributed between the 
direct insurer and the reinsurer. 


T he quota share arrangement is simple as well as cost-effective. Its disadvan- 
tage lies in the fact that it does not sufficiently address the direct insurer's 
various reinsurance requirements, since it measures everything by the same 
yardstick. In particular, quota share reinsurance treaties do not help to 
balance a portfolio: that is, they do not limit the exposure posed by peak 
risks (for example, those with very high sums insured). By the same token, 
such a treaty may also provide reinsurance cover where strictly speaking none 
is needed: this can unnecessarily restrict the direct insurance company’s 
profit-making options. N evertheless, this type of reinsurance treaty does have 
its uses. Q uota share treaties are especially suitable for young, developing 
companies or companies which are new to a certain class of business. As their 
loss experience is limited, they often have difficulties in defining the correct 
premium: with a quota share treaty, the reinsurer takes the risk of any 
incorrect estimates. 


Quota share reinsurance is also well suited to limiting the risk of random 
fluctuation and risk of change across an entire portfolio. 


Example 

Direct insurer’s retention 70% 
Reinsurance quota share 30% 
Sum insured (SI) of the insured object 10 million 
Direct insurer retains 70% 7 million 
Reinsurer assumes 30% 3 million 
Premium rate is 2%o 20,000 
Direct insurer retains 70% 14,000 
Reinsurer receives 30% 6,000 
Loss 6 million 
Direct insurer pays 70% 4.2 million 
Reinsurer pays 30% 1.8 million 
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Liability 


Reinsurer’s 
quota share 
30% 


Direct insurer’s 
retention 
70% 


1200 


900 


600 


Currency untis 


Risk sharing under a quota share treaty 


ao 
a 


Policies 


Surplus reinsurance 


In the surplus reinsurance treaty, the reinsurer does not - as in the quota 
share treaty - participate in all risks: instead, the direct insurer himself retains 
all risks up to a certain amount of liability (his retention). This retention may 
be defined differently for type (class) of risk. The reinsurer, for his part, will 
accept - in fact, is obliged to accept - the surplus: the amount that exceeds the 
direct insurer's retention. Of course, there must also be an upper limit to the 
reinsurer’s obligation to accept risk. This limit is usually defined as a certain 
multiple of the direct insurer’s retention, known as lines (see example below). 
Thus, for each reinsured risk, the resulting ratio between the risk retained 
and the risk ceded is the criterion for distributing liability, premiums and 
losses between the direct insurer and the reinsurer. 
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In this and the following examples, the cedent’s retention is 300,000 and the 
reinsurer’s liability (the surplus) is limited to 9 lines 


Example1: 

T he cedent’s original liability! from his share in a given risk amounts to 
3 million; the premium is1.50%00 (of the sum insured) and the loss is 

1.5 million. 


The risk is shared by the cedent and the reinsurer as follows: 


Cedent’s retention Reinsurer’s 

Total (1 line) surplus 

Sum insured/ liability 3,000,000 300,000 = 10% 2,700,000 = 90% 
(9 lines) 

Premium 4,500 450 = 10% 4,050 = 90% 

Loss 1,500,000 150,000 = 10% 1,350,000 = 90% 


Example 2: 

T he cedent's original liability amounts to 130,000, the premium is1.50 %0, 
and the loss is 80,000. 

This example shows that - in contrast to quota share reinsurance - the 
reinsurer receives no share of a risk if it does not exceed the amount defined 
as the direct insurer's retention. 


Reinsurer’s 
Total Cedent’s retention surplus 
Sum insured/ liability 130,000 130,000 = 100% 0 = 0% 
Premium 195 195 = 100% 0 = 0% 
Loss 80,000 80,000 = 100% 0 = 0% 
Example 3: 


T he cedent’s original liability is 3,500,000, the prenium is 1.50%, and the 
loss is 2,000,000. 


Reinsurer’s 
Total Cedent’s retention surplus 
Sum insured/ liability 3,500,000 300,000 = 8.57% 2,700,000 = 77.14% 
+500,0007= 14.29% (9 lines) 
22.86% 
Premium 5,250 1,200 = 22.86% 4,050 = 77.14% 
Loss 2,000,000 457,200 = 22.86% 1,542,800 = 77.14% 


T his example shows that when the sum insured exceeds the surplus, the 
direct insurer must either carry the risk himself (as in the example), or else 
arrange suitable facultative reinsurance cover (the more usual case). 
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In contrast to the quota share treaty, the surplus treaty is an excellent means 
of balancing the direct insurer's portfolio (making it more homogeneous) 
and thus of limiting the heaviest exposures. As the retention can be set at 
various levels according to type of risk (class of business) and expected loss, 
this type of treaty allows the direct insurer to adjust the risk he accepts to fit 
his company’s financial situation at any time The disadvantage is that it is 
complicated (and therefore expensive) to manage this sort of treaty without 
computer support. 


Risk sharing under a surplus treaty 


Liability 


Fac. reinsurance, 
or other cover 


Reinsurance 
3 lines =900 


Direct insurer 
1 line =300 


Policies 


2 
= 
= 
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= 
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9.2 Non-proportional reinsurance: 
excess of loss (XL) reinsurance 


Deductible, cover limit 


Excess of loss reinsurance is structured quite differently from the proportional 
types of treaty discussed previously. With proportional treaties, as explained 
above, cessions are linked to the sums insured. With excess of loss reinsurance, 
it is the loss that is important: here, no matter what the sum insured, the 
direct insurer carries on his own account all losses incurred in the line of 
business named in the treaty - up to a certain limit known as the deductible 
(As mentioned above, other terms such as net retention, excess point, or 
priority may also be used.) Only losses in excess of this amount are paid by 
the reinsurer up to the agreed cover limit. 


Thus, in contrast to proportional treaties (in which the reinsurer pays his 
defined share of all losses falling under his obligation to reinsure), in excess 
of loss treaties the reinsurer pays only when the loss exceeds the deductible In 
such cases he will pay the part of the loss that exceeds the deductible (up to 
the agreed cover limit). 


WXL-R and Cat-XL covers 


Excess of loss insurance can be broadly divided into covers per risk (W XL-R)18 
and covers per catastrophic event (C at-XL)19. Such treaties meet the needs of 
those direct insurers who want reinsurance protection (at least against large 
losses) while retaining as much of their gross premium as possible. H owever, 
these insurers are also “buying” a risk that is greater than with proportional 
insurance, for the reinsurer provides no relief from losses below the deductible 
amount. T hus non-proportional insurance covers greatly increase the danger 
that the direct insurer will indeed have to pay in full, and from his own 
account, losses near or at the agreed deductible amount. 


XL reinsurance has a much shorter history than proportional insurance, and 
did not become established until the 1970s. One main reason may be that - 
in contrast to proportional reinsurance- treaty wordings do not explicitly 
define the way premiums are to be shared by the direct insurance company 
and the reinsurer. Rather, from the very beginning, the reinsurer must 
estimate what future loss burden it can expect to pay under such a treaty. 
Basically, two methods can be used. 
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Net losses 
Direct insurer 
WXL-R reinsurer- 
Cat-XL reinsurer 


Non-proportional rating methods 
- Experience rating 


This method is based on past loss events. Suitably adjusted, past loss statistics 
can give a good picture of the loss burden to be expected in the future. 


- Exposure rating 


If adequate loss statistics are not available, the reinsurer will attempt to find a 
similar portfolio with sufficient loss experience. He will then calculate the 
expected loss burden by quantifying the differences between the portfolio he 
is rating and the one he is using for comparison. T hus, actual loss events are 
not used for rating, but rather the expected loss as estimated from information 
on the risks contained in the portfolio. 


Both of these methods have now found widespread acceptance, and the excess 
of loss treaty has become an instrument of major importance in protecting 
direct insurers against large and accumulated losses. 


T he following loss events illustrate the way W XL-R and Cat-XL work. 


After application of all proportional reinsurance covers, a direct insurer's 
retention is 8 million. To further protect his retention from major loss, he 
then buys a W XL-R cover of 6 million xs 2 million. As additional protection 
from catastrophic events (earthquakes, for example) he also buys a Cat-XL 
with the limits 9 million xs 4 million. 


Loss event 1: 
A fire leaves the direct insurer with a loss on his own account of 1 million. 


1 million 
- (The 2 million deductible was not exceeded.) 
- (The 4 million deductible was not exceeded.) 
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Net Losses 
Direct insurer 
WXL-R reinsurer 
Cat-XL reinsurer 


RiskA:1 million Risk B:1 million 


Net Losses 
Direct insurer 
WXL-R reinsurer 


Cat-XL reinsurer 


Loss event 2: 
A major fire leaves the direct insurer with a loss on his own account of 
7 million. 


2 million. (ie the WXL-R deductible) 

5 million 

- (The direct insurer’s net loss has been reduced to 2 million by the WXL-R cover, and 
is thus smaller than the Cat-XL deductible.) 


Loss event 3: 
An earthquake leaves the direct insurer with losses on his own account as 
follows: 


RiskC:1 million RiskD:2million RiskE:4 million Total: 9 million. 


4 million (ie the Cat-XL deductible) 

2 million (Risk E incurred a loss of 4 million: the WXL-R reinsurer will pay that part of 
the loss in excess of the 2 million deductible.) 

3 million (For the Cat-XL cover, the net loss is 9 million minus the 2 million paid by the 
WXL-R reinsurer, ie 7 million. After the direct insurer pays his 4 million deductible, the 
Cat-XL reinsurer is left with a loss of 3 million.) 


MN 


13 million | 


Losses Reinsurer’s layer 
Zz Q9million xs 4million 
8 million | 8 million | 
Reinsurer’s layer 
6 million xs 2 million. 
SS 
6 million | 6 million 
4 million 4 million 
Direct insurer's 
net loss 
—>|© 4million 
2 million | 
Direct insurer’s RAilh > |B 
deductible We 
>| 


| | Loss, Risk E: 2 million 
Loss, Risk D: 2 million 
Loss, Risk C: 1 million 
Loss, Risk B: 1 million 
Loss, Risk A: 1 million 
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Stop-loss (SL) reinsurance 


The stop-loss treaty is designed for direct insurers who are seeking com- 
prehensive protection against fluctuations in their annual loss experience in a 
given class of business. In this somewhat rare form of reinsurance, the rein- 
surer is obliged to cover any part of the total annual loss burden that exceeds 
the agreed deductible: usually, this deductible is defined as a percentage of 
annual premium income, but it may also be a fixed sum. It is irrelevant 
whether the deductible is exceeded by one single high loss or an accumu- 
lation of small and medium-sized losses. 


Asit is not the purpose of the stop-loss treaty to relieve the direct insurer of 
all entrepreneurial risk, the reinsurer understandably requires the direct 
insurer to incur a technical loss (ie losses-++costs >premiums) before his duty 
to pay is activated. 


The stop-loss treaty is actually the most comprehensive form of reinsurance 
protection. T he reason it is not more widely used is a reservation towards this 
type of treaty on the part of reinsurers. T here are several reasons for this 
restraint: a large amount of risk is transferred to the reinsurer while his means 
of influencing the exposure remain limited; the reinsurer loses premium 
volume, and hence influence; he needs an enormous amount of information; 
there is a danger of manipulation by the cedent; and the composition of most 
portfolios is becoming less transparent as the insurance business becomes 
increasingly internationalized. Stop-loss treaties are most frequently used for 
storm and hail insurance. 


Example 

The direct insurer's annual premium income is 50 million 
Direct insurer's costs 15,000,000 (= 30%) 
SL treaty 50% xs 100% 


In this example, the reinsurance cover amounts to 50% of the direct insurer's 
annual premium income, provided his losses exceed 100% of that figure: that 
is, his deductible is equal to premium income. T his means that the direct 
insurer must take an underwriting loss of 30% before payments start under 
the stop-loss treaty. 


Total Distribution of losses 
Year annual loss Direct insurer Reinsurer 
Year x 55 million 50 million 5 million 
Year y 45 million 45 million - 
Year z 90 million 50 million +15 million2® 25 million 
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10. 


Direct insurers and reinsurers: a comparison 


Company organization 


Contractual obligation 


Risk assessment 


Underwriting policy 


Loss occurrence 


T he following table sums up the main differences between direct insurers and 
reinsurers. It demonstrates the extent to which the relationship between both 


risk carriers is founded on mutual trust. 


Direct insurer 


Internal and external organization 


Direct obligation to the policyholder 


Assesses objects directly: the individual risk 
is insured. 


Directly influences individual risk (through 
acceptance/refusal) and risk distribution 
(through selection) 


Direct contact with the policyholder and 
the loss site. The direct insurer clarifies the 
circumstances of the claim, takes the 
necessary measures, sets the amount of 
compensation and paysit in full. 
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Reinsurer 


No external organization in the form of an 
agency network 


O bligation solely to the direct insurer, in 
that he accepts contractual responsibility for 
a part of the direct insurer's “guarantee 
obligation.” T he policyholder has no con- 
tractual relationship with the reinsurer - and 
therefore(in principle) no right of claim. 


Assessments made using information 
supplied by the direct insurer, on the basis 
of “utmost good faith.” Balancing out 
fluctuations is a high priority: thus, 
assessment is based on an entire portfolio 
from one or more branches, and not the 
individual risk (except in facultative 
reinsurance). 


Normally no influence on the individual 
risk: the object of the contractual agreement 
between the direct insurer and the reinsurer 
is the portfolio (exception: facultative rein- 
surance). Reinsurer is obliged to “follow the 
actions” of the direct insurer and “follow the 
fortunes’ of the portfolio. The reinsurer can, 
however, influence the direct insurer's under- 
writing policy through the commission rate, 
or by means of loss participation clauses and 
exclusions, as well as (in extreme cases) the 
refusal to grant cover. 


Relies on data from the direct insurer; no 
direct relationship with the policyholder or 
the loss event. 

Once notified of a claim, the reinsurer 
transfers the reinsured portion of the 
compensation to the direct insurer. With 
large losses, the reinsurer often reserves the 
right to participate in claims adjustment 
negotiations. 


11. 
Freedom and its consequences 


Few restraints 


In many ways, reinsurance is a very free form of commerce. Reinsurers can 
generally operate worldwide with the license issued in their country of 
domicile. The reinsurance industry remains practically unregulated by laws 
and binding premium rates, but is based on free agreements between mature 
business partners. T he industry enjoys what is essentially free competition on 
an international level. 


Nevertheless, this almost unrestricted freedom has its disadvantages, for until 
recently its result has been a conspicuous oversupply in the international 
market for reinsurance. Indeed, this freedom has created a reinsurance boom 
- though one based not on demand, but on a compulsion for growth. 


Overcapacity 


As aconsequence of such overcapacity and the sharp rise in the number of 
those offering reinsurance, competition intensified and conduct became 
much more ruthless. In such circumstances, the respectable reinsurer had 
difficulty keeping his business sound and his capital base secure. H owever, 
the unexpected accumulation of severe natural, environmental and technical 
catastrophes over the last few years has now initiated a reverse trend in 
certain lines of business. Some reinsurers have already disappeared, and 
others are likely to follow. Lloyd’s has been hit by the most serious crisis in 
its history. O nce again, a reinsurer’s security21 is the thing that counts. 


Yet these upheavals, so beneficial to the serious reinsurer, have not spread to 


the entire ransurance environment. Reinsurers are still in for a difficult 
struggle. 
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T hese developments prompted Swiss Re to reorient its corporate strategy, a 
move announced in a shareholder's letter in September 1994. There, in an 
excerpt, we read: 


The Swiss Re Group holds an outstanding position in all reinsurance 
markets. Its professionalism, global presence and strong financial base 
make Swiss Re a leading player in the rapidly growing market for the 
management of risk worldwide. 


O ur reinsurance business has significant growth potential and very good 
earnings prospects. T his holds true especially for the Asian markets, for 
innovative financial reinsurance products and - in cooperation with our 
services companies - for international large risk business. In Europe, we 
intend to develop further our already very strong presence; in the United 
States, we plan to strengthen systematically our market position, with 
strategic and operational improvements in our companies as a priority. 


Deregulation and the changes triggered by the European single market will 
lead to harsher competition in the insurance markets. As a result, the 
supply structure will continue to change, with a tendency towards large 
pan-European groups. 


We have reached the conclusion that our insurance companies will have 
better development opportunities in other groups operating primarily in 
insurance business, rather than in the Swiss Re Group. Accordingly, we have 
decided to divest our European insurance subsidiaries. N egotiations with 
interested parties are already well under way. We will use the considerable 
funds arising from the divestiture to strengthen our capital base and thus 
facilitate a systematic expansion of our reinsurance business and related 
Services. 


This move will allow Swiss Re to focus its extensive resources on its core 
business. We will then bein an even better position to respond to the 
increased demands of our clients both in the long term and with our 
accustomed standard of quality and absolute reliability. For our staff, this 
new group strategy is both a challenge and an opportunity for personal 
and professional development. 
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Technical terms 


Accumulation: C oncentration of >risks which 
may be affected by the same loss event, or concen- 
tration of shares in the same >risk through >rein- 
surance treaties. 


Annuity insurance: See under Life insurance. 


Broker: Professional intermediary of insurance or 
reinsurance business. 


Capacity: The maximum amount of a>risk that 
can be accepted in (re)insurance. 


Capital sum insurance: (As opposed to annuity 
insurance.) See Life insurance: Endowment in- 
surance. 


Cash deposits (assets and liabilities): C ash 
extended or received to cover reinsurance obli- 
gations. 


Ceding company: T he reinsurer’s client (ie the > 
insurer) who passes on (cedes) >risks to the >rein- 
surer against payment of a>premium. 


Cession: | nsurance that is reinsured: the passing 
on of the >insurer’s >risks to the >reinsurer against 
payment of a>premium. 


Retrocession: Passing on of risk by the>rein- 
surer to other insurance companies (retro- 
cessionaires). 


Claim: Payment incurred under the terms of a> 
(re)insurance contract for the risk event. 


Claims handling: Work in connection with the 
investigation, settlement and payment of claims 
from the time of their occurrence until 
settlement. 


Claims incurred: All claims payments plus the 
adjustment in the >outstanding claims reserve 
of a business year. 


Equalization provision: Reserve set up to 
smooth out exceptionally high fluctuations in 
claims experience. 


Hull damage: D amage to or loss of aircraft and 
waterborne vehicles. 


Incurred but not reported (IBNR) losses (also 
late claims): Losses which have occurred but 
which have not yet been reported to the >in- 
surer or >reinsurer on the balance-sheet date. 


Outstanding claims reserve: Reserve for in- 
curred claims which have not yet been finally 
settled. 


Claims ratio: Sum of claims paid, change in the 
provision for claims outstanding and change in 
other technical provisions, in relation to net earned 
premiums. This ratio enables the assessment of 
business performance in non-life reinsurance. 


Claims reserve: See under Claim: O utstanding 
claims reserve. 


Co-insurance: An arrangement by which a number 
of >insurers and/or >reinsurers share a risk. 


Co-insurance basis: System of life reinsurance 
under which the >reinsurer assumes a share of all 
elements of the covered >risk (premiums, benefits, 
setting-up of reserves, etc.) on the same terms as 
the reinsurer’s client (cf. Risk premium basis). 


Combined ratio: Sum of the claims ratio and the 
expense ratio. This ratio enables the assessment of 
business performance in non-life rensurance before 
inclusion of allocated investment return. 


Commission: Remuneration paid by the>insurer 
to his agents, >brokers or intermediaries or by 
the>reinsurer to the >insurer for their costs in 
connection with the acquisition and administration 
of insurance business. 


Cover: | nsurance and reinsurance protection based 
on contractual agreement. 


Deferred tax: | mputed tax on the valuation 
differences between the Group accounts and the 
local accounts. 


Direct insurance: T he acceptance of risk by an 
insuring company: also insurance. 


Direct insurer: See under | nsurer. 

Eamed premiums: See under Premium. 
Endowment insurance: See under Life insurance. 
Equalization provision: See under Claim. 


Excess of loss reinsurance: See under Treaty 
reinsurance. 


Expense ratio: Sum of commissions, admini- 
strative expenses, bonuses and rebates and other 
technical charges and income, in relation to net 
premiums written. This ratio enables the 
assessment of business performance in non-life 
reinsurance. 


Facultative reinsurance: Reinsurance of the >in- 
surer’s >risks on an individual, risk-by-risk basis. 


Financial reinsurance: See under Treaty rein- 
surance. 


Gross: |nsurance amount or assumed insurance 
before deduction of the cession/retrocession. 


Gross amount: See Life insurance in force. 
Gross premium: See under Premium. 


Group accounts: A consolidated accounting of all 
Group companies. 


Hull damage: See under Claim. 


Incurred but not reported (IBNR): See under 
Claim. 


Insurance: Acceptance of the risk of the policy- 
holder by the insurance company: also known as 
direct insurance. 


Insurer, Insurance company: Enterprise which 
accepts >risks in return for payment of a 
premium. 


Direct insurer: | nsurance company in a direct 
contractual relationship with the >policyholder. 


Reinsurer: Company which accepts a share of 
the insurer's >risks in return for payment of a 
>premium. 


Late claims: See under Claim. 


Life insurance: Insurance providing payment of a 
sum of money upon death of the insured, or in 
the case of endowment insurance, upon survival of 
a specified period. 


Annuity insurance: Life insurance in which the 
benefits consist of a regular income payment for 
a specified period of time. 


Endowment insurance: L ife insurance in which 
the benefits take the form of a contractually 
determined amount payable upon death or on 
survival to a specified age. 


Life insurance in force: Total of sums insured in 
life business. 


Net: The insurance amount after deduction of 
>cessions; the reinsurance amount after deduction 
of >retrocessions. 


Net premium: See under Premium. 


Non-proportional reinsurance/ cover: See under 
Reinsurance treaty. 


Operating ratio: Equal to the combined ratio 
adjusted by the addition of allocated investment 
return (allocated investment return in relation to 
net premiums earned). This ratio enables the 
assessment of business performance in non-life 
reinsurance after inclusion of allocated investment 
return. 


Outstanding claims reserve: See under Claim. 


Policyholder: T he >insurer’s contractual partner 
who receives >cover in return for payment of a 
>premium. 


Policy reserve: Reserve fund needed to cover 
future claims under life insurance and annuity 
contracts. 


Portfolio: T he totality of >risks assumed by an > 
insurer or >reinsurer; also, the totality of a 
company’s investments. 


Premium: Amount paid by the >policyholder to 
the>insurer in the business year in return for 
insurance > cover. 


Eamed premium: T he premiums attributable 
to the financial year, including unearned 
premiums of the previous year and minus 
unearned premiums for the following years 
(compare Unearned premium). 


Gross premium: | nsurance premium before 
deduction of the ceded premium (cession); 
reinsurance premium before deduction of the 
retroceded premium (retrocession). 


Net premium: | nsurance premium after 
deduction of the ceded premium (cession), or 
reinsurance premium after deduction of the 
retroceded premium (retrocession). 


Single premium: A single payment life in- 
surance premium as opposed to annual prenium 
payment. 


Reinsurance premium: Premium paid to 
the >reinsurer by the >insurer for the >risk 
accepted. 


Retrocession premium: Premium paid to 
the retrocessionaire for the part of the >risk 
accepted. 


Uneamed premium (also Premium reserve): 
Premiums received for future financial years and 
carried over to the next year’s financial state 
ments (compare earned premium). 


Primary insurer: See under | nsurer. 


Profit commission: C ontractually agreed 
>commission paid by the>insurer or >reinsurer 
in proportion to his profit in a particular piece of 
insurance or reinsurance business. 


Proportional cover, proportional reinsurance: 
See under Treaty reinsurance. 


Quota share reinsurance: See under Treaty 
reinsurance. 


Reinsurance commission: See C ommission. 
Reinsurance premium: See under Premium. 


Reinsurance treaty: C ontractual agreement 
between >insurer and >reinsurer. 
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Reinsurer: See under Insurer - Reinsurer. 


Retained eamings brought forward: | nternally 
generated and undistributed profits of the previous 
financial years. 


Retention: T he amount of a>risk which the>in- 
surer does not reinsure but keeps for own account. 


Retrocession: See under Cession; see under 
Premium. 


Retrocessionaire: C ompany which accepts risks 
by way of >retrocession. 


Retrocession premium: See under Premium. 


Returm on equity: O rdinary profit in relation to 
the average capital funds stated in the balance 
sheet. 


Risk: Insured object, hazard or interest. 


Risk category: Grouping together of risks with 
similar hazard characteristics. 


Risk management: M anagement tool for the 
comprehensive identification and assessment of 
risks based on knowledge and experience in the 
fields of natural sciences, technology, economics 
and statistics. 


Risk of change: Fluctuation of actual from 
statistically anticipated claims experience as a 
result of technical, social, commercial or political 
changes. 


Risk spread: Stabilization of the claims ex- 
perience by insuring as large a number of similar 
risks as possible. 


Risk premium basis: System of life reinsurance 
under which the >reinsurer only participates in 
the death risk, and only insofar as it exceeds the 
> policy reserves (compare co-insurance basis). 


Single premium: See under Premium. 


Surplus reinsurance: See under Treaty rein- 
surance. 


Surrender: |n >life insurance, payment to the 
insured of the cash value of an insurance policy 
before it has run its course. 


Technical provision ratio: Technical provisions in 
relation to net earned premiums. T his ratio enables 
the assessment of provisions in the non-life 
business. 


Technical reserves: |n the non-life sector, >un- 
earned premiums and >outstanding claims; in the 
life sector, the policy and claims reserves. 


Technical result: R esult from reinsurance 
operations, including allocated investment return 
and proportionate administrative expenses. 


Treaty reinsurance (also obligatory rein- 
surance): Reinsurance in which the >reinsurer 
participates in certain sections of the >insurer’s 
business as agreed by treaty. C ontrast with 
facultative insurance. 


Financial reinsurance: Form of reinsurance 
treaty with reduced >risk and specific conside- 
ration of accounting features of the >insurer. 


Non-proportional reinsurance (also excess of 
loss reinsurance): Form of reinsurance in which 
the>reinsurer assumes that part of the insurer’s 
claims that exceed a certain amount, against 
payment of a specially calculated > premium. 


Proportional reinsurance: F orm of reinsurance 
in which the>premiums and claims of the 
>insurer are shared proportionally by the >in- 
surer and >reinsurer. 


Quota share reinsurance: Form of >propor- 
tional reinsurance, which provides for the >rein- 
surer to accept a specified share of each of an 
>insurer’s >risks in a specified class of business. 


Surplus reinsurance: Form of >proportional 
reinsurance which provides for the reinsurer to 
accept a specified share of each of an insurer's 
risks that exceeds the retention in a specified 
class of business. 


Underwriting result: |n the non-life sector, the 
total of >earned premiums, less >commissions, 
>profit commissions and >claims incurred; in the 
life sector, >net premiums, plus technical interest 
on the life insurance and annuity fund minus 
adjustment in >policy reserve >commissions, 
>profit commissions and >claims incurred. 


Uneamed premium: See under Premium. 


Classes of Business 


Non-life insurance: A|| classes of insurance 


business with the exception of >life. 


Accident insurance: | nsurance of individuals 
(personal accident) or of groups (group accident) 
against economic >risks in the event of death or 
temporary or permanent disability by accident. 


Aviation insurance: | nsurance of accident and 
liability risks, as well as >hull damage, in 
connection with the operation of aircraft. 


Burglary, fidelity and allied lines of 
insurance: | nsurance against burglary, breaking 
and entering, robbery, embezzlement; also 
includes water damage, glass breakage, damage 
to and loss of jewelry or damage or losses in 
connection with the keeping of animals. 


Business interruption/loss of profits/ 
business income protection insurance: 
Insurance against financial effects of aloss on a 
company’s income. T he insurance covers 
overhead costs (interest, salaries, etc.) and lost 
profit. T his business is mostly included in the 
corresponding insurance class (principally fire 
and engineering insurance). 


Surety insurance: G uarantees provided by 
surety insurance companies to beneficiaries 
(corporate or government entities) that cover a 
principal's inability to fulfil its contractual 
obligations. 


Disability insurance: | nsurance against the 
incapacity to exercise a profession as a result of 
sickness or other infirmity. 


Employers liability insurance: | nsurance by 
employers covering employees for injuries 
arising out of their employment. 


Engineering insurance: | nsurance of con- 
struction and erection objects during the con- 
struction or erection period and the insurance 
of machinery in operating plants (incl. ED P 
installations). 


Fire insurance: | nsurance against fire, 
lightning, explosion and damage caused by 
falling aircraft; it can also embrace insurance 
against windstorm, earthquake, flood, other 
natural hazards and political risks (riot, strike, 
etc.). 


General third party liability insurance: 
Insurance of industrial, commercial, employers, 
products, professional or private liability to 
third parties. 


Hail insurance: | nsurance of crops in open 
fields or of greenhouses and their contents 
against hail, storm and other natural hazards. 


Health insurance: Insurance against sickness or 
disability as a result of sickness. 


Marine insurance: | nsurance against damage or 
loss of ships and cargoes; also includes off-shore 
drilling platforms and oil rigs. 


Mortgage credit insurance: A type of financial 
guarantee given to banks and other financial 
institutions that provides coverage in the event a 
mortgage borrower fails to meet payments 

of principal and/or interest. T he guarantee 
specifically covers the loss that accrues to lenders 
of mortgage credits over and above the level 

of loss which they would have incurred had they 
restricted their lending to the underlying 
prudential limits. 
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Motor insurance: | nsurance against accident 
and liability, as well as against accidental 
collision damage, in connection with motor 
vehicles. 


Nuclear energy insurance: | nsurance against 
property damage, liability and accident in 
connection with the operation of nuclear energy 
installations. 


Products liability insurance: | nsurance of the 
liability of the manufacturer or supplier of 
goods for damage caused by their products. 


Professional and institutional liability 
insurance: | nsurance of liabilities arising from 
the performance of professional or official 
company duties. 


Property insurance: C ollective term for fire 
and business interruption insurance as well as 
burglary, fidelity and allied lines. 


Occupational incapacity insurance: | nsurance 
against the incapacity to exercise a profession as 
a result of sickness or other infirmity. 


Credit insurance: Credit insurance provides 
coverage for receivables losses which suppliers of 
goods and/or services sustain as a result of the 
inability of purchasers/debtors to meet their 
payment obligations. 


Life insurance: | nsurance providing payment of a 
sum of money upon death of the insured, or, in 
the case of endowment insurance, upon survival of 
a specified period. 


Annuity insurance: Life insurance in which the 
benefits consist of a regular income payment for 
a specified period of time. 


Death and maturity benefits: Life insurance 
in which the benefits take the form of a con- 
tractually determined amount payable upon 
death or on survival to a specified age. 


© Copyright 1996 by 

Swiss Reinsurance Company 
Mythenquai 50/60 

P.O. Box 

CH-8022 Zurich 

Switzerland 


Realisation: 
Product Management department, 
Knowledge Transfer section 


English translation by Swiss Re 
Language Services. 

This publication is also available 
in the original German. 

5th revised edition 


PMMWT 
3000e 
12/96 


